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Abstract 
 
The awareness of and access to Islamic financing has increased significantly over the last 
few years in South Africa, and globally. Due to this increase, the need for tax legislation 
regarding Islamic financing was essential. Therefore, such tax legislation was introduced in 
most countries across the world, including South Africa and Malaysia. The purpose of this 
study is to provide an overview of the Islamic financial products that are available in South 
Africa and Malaysia, and the tax consequences for these products. Furthermore, this study 
attempts to provide a comparative analysis of the tax treatment in South Africa and Malaysia. 
This study will adopt doctrinal methodology as it attempts to investigate the tax laws of both 
countries. The information will be sourced from documents in the public domain and analysed 
using a qualitative research approach. 
 
This study revealed that the tax implications of Islamic financing in South Africa and in 
Malaysia were developed to achieve tax neutrality for taxpayers utilising Islamic financing as 
opposed to taxpayers utilising conventional financing. The treatment in both states ensures 
that those Islamic financed taxpayers are not disadvantaged in any way. However, Malaysia 
offers many tax incentives to Islamic financed users, while South Africa does not. These 
incentives benefit the taxpayers using Islamic finance products in Malaysia and therefore 
attract more users and foreign investors. This dissertation aims to clarify the tax implications 
of an Islamic finance loan, and to provide an informative comparison of these implications 
between South Africa and Malaysia. 
  
 
Keywords: Income Tax, Islamic Finance, Loans, Malaysia, South Africa, Tax Implications 
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Glossary of terms and definitions 
 
Diminishing Musharaka – a partnership agreement that commonly occurs in property 
transactions whereby the client will eventually acquire the bank’s ownership over time (Hurley 
& Brennan, 2010). 
 
Mudarabah – a deposit type investment, whereby the client deposits money in the bank, the 
bank in turn invests that cash into an acceptable investment and the returns or profits from 
the investments are split between the bank and investor as per the original agreement (Cliffe 
Dekker Hofmeyr, 2010a). 
 
Murabaha – a financing transaction where an asset is purchased by the financier and is then 
sold again to the client at a higher price (PWC, 2012). 
 
Shariah – Islamic law that stems from the Quran and Sunnah 
 
Sukuk – the Islamic version of a government bond where instead of interest earned on a loan, 
rental income is earned from assets used by the government (Visser, 2013). 
 
Sunnah – The teachings and way of life of Prophet Muhammed   
 
Riba – is predetermined payments, regularly referred to as interest. 
 
Quran – The holy book of Islam. 
  
Client – A person using the services of the bank  
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CHAPTER 1: INTRODUCTION 
 
1.1 Background to the research problem 
The first commercial loan ever made dates back to around 6000 BCE (Zarlenga, 2010). At 
that time, the loans took the form of barter transactions using maize, seed grains, animals, 
tools, and other commodities as currency. These types of loans typically took place between 
farmers and interest was incurred on these transactions. Zarlenga (2010) continues to explain 
that interest was payable by way of new plants grown from the loaned seed, or new animals 
born from the loaned animals. Loan transactions have transformed over the millennia, and are 
now common daily transactions. Loans are issued for various reasons, and could include, 
amongst others, a mortgage to purchase a house, or capital to start or expand a business. In 
recent years, loans between different entities, financial institutions, and individuals alike, are 
more popular and are readily available (Atkins, 2016). Zarlenga (2010) reports that loans are 
key to survival for many individuals and organisations in order to achieve growth in their 
personal capacities or in their businesses respectively. Although it is common practice to 
charge interest on loans, Atkins (2016) maintains that there is a small loan component that is 
interest-free.  
 
Begum (2013) declares that one form of an interest-free loan is evident in the Islamic or 
Sharia-compliant financing sector, and this is considered to be an alternative finance structure 
to conventional banking and financing. Hussain, Shahmoradi and Turk-Ariss (2015) maintain 
that Islamic finance has witnessed significant growth in recent years, and this is evidenced by 
an annual growth of approximately 20%. Islamic banking originated in Egypt in early 1960, 
and quickly spread to Malaysia where the market grew rapidly (Visser, 2013). The market for 
Islamic banking has increased significantly across the globe, and is currently practised in 
more than 60 countries across the world (Visser, 2013). Islamic financing was established to 
comply with Sharia law. Vahed and Vawda (2008) mention that there are certain prohibitions 
in terms of the Shariah legal code and these include: investing in organisations dealing with 
pornography, alcohol, pork, and/or gambling; interest-bound investments; and derivative 
transactions involving speculation. Begum (2013) concurs and reports that in terms of Shariah 
law, riba, which refers to predetermined payments, and which is commonly referred to as 
interest, is prohibited. The rationale behind this prohibition is to protect the weaker party in the 
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financial arrangement, thereby striving towards equality in the distribution of income. 
Traditional financing structures are all interest bearing, and thus a niche in the market was 
identified and has subsequently expanded to a significant extent in world markets. Syed Ali 
(2008) claims that profit-making and risk-sharing fall within the ambit of Shariah law, and is 
thus acceptable. 
 
Across the globe, Islamic finance recognises four common forms of finance, namely:  
 mudarabah is a deposit type investment, whereby the client deposits money into the 
bank, the bank in turn invests that cash into an acceptable investment, and then the 
returns or profits from the investments are split between the bank and investor, as per 
their original agreement (Cliffe Dekker Hofmeyr, 2010a). 
 murabaha is a financing transaction in which the financier purchases an asset and 
sells it to the client at a higher price (PWC, 2012).  
 diminishing musharaka is a partnership agreement that commonly occurs in property 
transactions in which the client will eventually acquire the bank’s ownership over time 
(Hurley & Brennan, 2010). and 
 sukuk is the Islamic version of a government bond, but instead of interest being earned 
on a loan, rental income is earned from the assets the government uses (Visser, 
2013).  
Internationally there are other types of Islamic finance instruments, however in South Africa 
these are the four common forms of Islamic finance available. The research aim is to highlight 
the tax implications on Islamic finance in order for taxpayers to make better use of these 
products. 
 
The other forms of Islamic finance available worldwide include, amongst others, muajjal, 
ijarah, qardhul hasan, salam, and istisna. Chapra (1998) explains that muajjal is the sale of 
goods on credit where payment is deferred and delivery is immediate. Ijarah is related to 
leasing transactions, and can take the form of an operating or finance lease, on condition that 
the agreement is in accordance with Sharia law (Chapra, 1998). With regard to an ijarah 
agreement, Hurley and Brennan (2010) state that even in the case of an operating lease, the 
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lessee will obtain ownership of the leased asset at the end of the lease term. Abdul Rahim 
(2007) declares that in simple terms, qardhul hasan is an interest-free loan, mainly given to 
start-up businesses where only a service fee is charged. Salam is an agreement where 
payment is made immediately, and the delivery is made at a later time (Usmani, 2002). Lastly 
Usmani (2002) reports that an istisna transaction is a commodity sale used in the 
manufacturing industry. These will be discussed in chapter 4. 
 
In South Africa, Islamic financing was available in limited ways, but became fully available in 
approximately 1989 when the Islamic bank, Al Baraka Bank, came into existence (Saini, Bick 
& Loonat, 2011).  Mohammed (2015) maintains that it is only recently that Islamic finance has 
become more popular due to awareness and availability at major South African banks, all of 
which have introduced an Islamic banking section.  The Muslim population in South Africa 
stands at around 2.3% (Desai, 2014). However, while Islamic financing is not restricted only 
to Muslims, the main purpose of Islamic financing is to attract international investments to the 
country (Mohammed, 2015). The demand for these products has increased due to the ethical, 
stability, and risk-sharing principles that this type of financing offers (Saini et al., 2011). In 
South Africa, tax is levied and governed by the Income Tax Act, 58 of 1962, and collected and 
administered by the South African Revenue Service (SARS) (Haupt, 2017). Haupt (2017) 
reports that these taxes include: normal tax, which includes capital gains tax (CGT); turnover 
tax; donations tax; dividends tax; and donations tax. Estate duty is also another type of tax, 
and this is levied in terms of the Estate Duty Act 45 of 1955 (Haupt, 2017).  Mohammed 
(2015) declares that tax legislation on Islamic finance was introduced in the Income Tax Act in 
section 24JA in January 2013, the aim of which was to create uniformity between traditional 
financing and products offered by Islamic banking (PWC, 2012). Interest is not charged on 
these transactions, however, a profit margin is included in the arrangement (Choong & Ming-
Hua, 2009). In January 2016, further amendments were made to the Income Tax Act to 
extend the legislation for murabaha and sukuk (Mohammed, 2015). 
 
Malaysia was among the first countries in the world to introduce Islamic financing and 
currently this financial sector, which is governed by the Islamic Banking Act 1983 and the 
Takaful Act 1994, is a major contributor to the country’s economy (Hazzi & Kilani, 2013). 
Hazzi and Kilani (2013) also state that Malaysia hosts in excess of 30 financial institutions. 
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Malaysia hosts one the biggest Islamic financial markets across the globe, which is worth 
between nine and ten billion United States Dollars (USD) (PWC, 2012). As reported by 
Chowdhury and Shaker (2015), Malaysia’s Islamic market is governed by many statutes, 
including the Islamic Banking Act, 1983 and the Takaful Act, 1994. The Malaysian Islamic 
financing tax laws also aim to provide parity with conventional financing, as is the case in 
South Africa. However in addition to this, the Malaysian government also provides large tax 
incentives to the Islamic financial sector in order to promote Islamic finance (Basov & Bhatti, 
2016). 
 
As explained above, strict Shariah law governs Islamic financing, and the perception that 
Islamic financing is identical to conventional financing is untrue. An awareness of the 
differences between conventional financing and Islamic financing, as well as the tax 
implications for Islamic financing is necessary if South Africa seeks to attract more inward 
foreign investors. Additionally, the tax treatment of Islamic finance may not be in line with the 
rest of the world and South Africa may need to consider providing tax incentives to promote 
Islamic finance, thereby potentially increasing direct investments from foreign investors. 
 
The purpose of this research study will be to identify the tax implications for clients utilising 
Islamic finance products from a financial institution. The tax implications for both the countries 
of Malaysia and South Africa will be analysed and compared. Islamic financing in South Africa 
is relatively new, while in Malaysia, it has been in existence since 1963 (Hazzi & Kilani, 2013). 
Hazzi and Kilani (2013) report that Malaysia has been one of the first countries to introduce 
Islamic finance and they further state that currently, the country has the largest Islamic 
financing sector.  
 
1.2 Research problem and research questions 
The research aim is to identify and clarify the tax implications of Islamic finance loans in 
South Africa, and to compare these tax implications in South Africa with the Malaysian tax 
implications. The problem is that optimal use is not made of Islamic financing which could 
ensure enhanced use of these products and improve foreign investment in the country. 
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The research questions that arise from the above research problem are: 
 What are the current tax implications of Islamic finance loans in South Africa? 
 What are the current tax implications of Islamic finance loans in Malaysia? 
 How do the tax implications of Islamic finance in South Africa compare to the 
Malaysian Islamic finance tax implications? 
 
1.3 Objectives and purpose of the study 
The primary objective of this research is to provide an analysis of the South African tax 
implications of Islamic finance loans in comparison to Malaysia. This study will also aim to 
enhance an understanding of Islamic financing in South Africa and Malaysia in order to 
achieve optimal use of Islamic financing which could ensure enhanced use of these products 
and improve foreign investment.  
 
Therefore, this research study will endeavour to focus on evaluating the relevant articles and 
existing tax legislation in order to: 
 present a detailed analysis of the tax implications of Islamic finance loans; and 
 provide a comparison between South Africa and Malaysia regarding the tax 
implications of Islamic finance loans. 
 
1.4 Research design 
1.4.1 Research paradigm  
Creswell (2003) explains that the interpretivism theory is of a more social nature and further 
describes the researcher as someone who is subjective and considers the views and opinions 
of others. The research paradigm of this research study is interpretative in nature. This 
interpretative paradigm best fits this study, as the study aims to understand and provide an 
analysis of the South African and Malaysian tax implications of Islamic banking financed 
loans. 
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1.4.2 Research strategy and methodology  
This study will be a doctrinal or legal research study. “Doctrinal research is described as the 
traditional or black letter law approach and is typified by the systematic process of identifying, 
analysing, organising and synthesising statutes, judicial decisions and commentary” 
(McKerchar, 2008:18). This dissertation will be of a doctrinal nature, as an investigation and 
analysis will be performed on the legal tax rules regarding Islamic banking loans. McKerchar 
(2008) further explains that legal research must be carried out using the correct methodology, 
and it must be supported in order for the research study to be understandable to others. The 
dissertation will be a research study, which will analyse in detail the tax legislation on Islamic 
financing loans, thereby achieving a better understanding of the stated matter. 
 
A qualitative approach will be used in this study, and the study will focus on an analysis of 
secondary data, specifically, tax legislation, case law, and other relevant publications on the 
tax implications of Islamic finance loans. In accordance with Saunders, Lewis and Thornhill 
(2009), a qualitative technique focuses on non-numerical data. McKerchar (2008) maintains 
that a qualitative approach most likely flows from an interpretivist paradigm. Moreover, Tracy 
(2010) suggests that quality is an important aspect when performing a qualitative study and 
this is achieved by considering important aspects, such as the topic’s significance and the 
researcher’s sincerity. The researcher of this study considered these factors in the research 
approach by being mindful of the study’s significance and his own sincerity. Islamic financing 
is utilised worldwide, is readily available in South Africa, and is thus significant in the society. 
 
1.4.3 Data collection and sources 
The research method adopted in the study is a qualitative review and data will be obtained by 
using online search engines and databases. This study used the following data sources: the 
South African Income Tax Act, 58 of 1962; the Tax Administration Act, 28 of 2011; the 
Malaysian Income Tax Act 53, of 1967; and international and local case law applicable to the 
research. In addition, scholarly articles in academic journals in the disciplines of taxation, 
accounting, and law will be consulted, as well as publications and opinions by professional tax 
bodies, relevant textbooks detailing the tax laws and regulations, and information and 
publications issued by SARS, such as their interpretation notes. 
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1.4.4 Data analysis 
A detailed review and textual analysis will be conducted of the applicable tax legislation, 
expert opinion, and case law to clarify the tax implications of an Islamic finance loans in South 
Africa and Malaysia, and to provide an informative comparison between the two countries. 
The information obtained will be used to reach conclusions and to provide recommendations 
on Islamic finance loans in South Africa. These recommendations will be obtained from a 
detailed comparison with Malaysian tax implications. 
  
1.4.5 Reliability and validity 
Credibility and trustworthiness must be given due attention in any research study, and this will 
be achieved by using a high quality research design (Saunders et al., 2009). Reliability and 
validity will be achieved in this study by: 
 placing a greater emphasis on applicable legislation and relevant case law;  
 verifying that all information obtained is from the most credible sources and a detailed 
doctrinal analysis will be undertaken by utilising multiple data sources; and  
 an analysis of a variety of authors’ opinions and statements on the stated subject will 
be made. 
 
1.5 The study’s envisaged contribution to scholarship and policy or practice 
This dissertation aims to clarify the South African tax implications of an Islamic banking loan, 
and to make an informative comparison of these implications between South Africa and 
Malaysia. This study will further provide a commentary that will contribute to the taxpayers’ 
decision-making regarding whether or not they want to make use of Islamic banking loans. 
This is achieved this by reviewing legislation, case law, and existing literature on the stated 
matter. This study will has the potential to contribute to a more focused debate on the topic. A 
comparative study with Malaysia would provide valuable insight for taxpayers in South Africa 
as Malaysia was one of the first countries to introduce Islamic finance, they have many tax 
incentives available and have advanced in this field at a rapid rate in comparison to other 
countries.  Basov and Bhatti (2016) report that Malaysia offers tax incentives on Islamic 
financing, whereas South Africa does not and this significant difference would potentially 
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attract more investors to Malaysia rather than South Africa. In addition, the taxing provisions 
on Islamic finance as per the Income Tax Acts of the two different countries are presented 
differently in the respective Acts, and this will be explored in more detail. 
 
1.6 Compliance with ethical standards 
Saunders et al. (2009) state that integrity is vital, and that the researcher should always be 
objective when performing an analysis of the collected data. The researcher of this study has 
adhered to all relevant ethical principles.  
This study only consists of a desktop review of documents and literature. Thus, all the data 
used in this study is available in the public domain, and therefore is not of a confidential 
nature. 
As per the requirements of the University of Johannesburg, the Harvard referencing method 
was applied in this research study in order to avoid plagiarism, and to ensure that all the 
applicable authors are given due recognition for their work where it appears in this study.  
 
1.7 Limitations of the study 
The research conducted in this study only explores the aspects from a South African and 
Malaysian perspective. International tax considerations for other countries have not been 
taken into account. 
This study is carried out using the current South African and Malaysian tax legislation and 
framework. This dissertation will consider proposed legislation that was available. There may 
be future changes to the regulations, due to the nature of ever-changing tax legislation. 
This study will not consider the tax implications for Islamic banking loans for financial 
institutions. Only natural persons will be taken into account. 
There are various forms of Islamic finance loans available worldwide, however this study will 
be limited only to those forms of Islamic finance loans that are currently available in South 
Africa. Therefore, only these forms of Islamic finance available in South Africa will be 
compared to Malaysia’s forms of Islamic financing loans. 
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This study is aimed specifically at Islamic finance loans and the term finance includes only 
individual loan finance and excludes all other products. The study does mention other 
investment options to provide a holistic view of the entire transaction, wherein a mudarabah 
transaction, which entails an investment from the client to the bank and also a loan from the 
bank to the business enterprise and thus, the whole transaction is discussed for a better 
understanding.   
Lastly, the minor dissertation will not consider detailed Value-Added Tax (VAT) requirements 
in terms of the Value-Added Tax Act, 89 of 1981. 
   
1.8 Proposed structure of the study (chapter layout) 
The structure of the dissertation is as follows: 
 Chapter 1 provides an introduction to the research topic and consists of the research 
background, problem, and objectives, as well as the research methodology and 
design. 
 Chapter 2 provides a description or overview of the nature of Islamic finance, the 
different types of Islamic financing available, and the resulting tax consequences of 
these types of finance.   
  Chapter 3 focuses on two modes of Islamic finance, namely, a deposit investment 
(mudarabah) and property finance (diminishing musharaka). This chapter also includes 
a review of the relevant sections in the South African Income Tax Act, 58 of 1962, the 
Malaysian Income Tax Act, 53 of 1967, and relevant articles.  
 Chapter 4 presents a detailed overview of the remaining forms of Islamic finance 
available in South Africa in addition to the applicable tax consequences. The two 
modes discussed in this chapter are a traditional loan (murabaha) and a government 
bond (sukuk). This chapter also includes a review of the relevant sections in the South 
African Income Tax Act, 58 of 1962, the Malaysian Income Tax Act, 53 of 1967, and 
relevant articles. 
 Chapter 5 provides an overall summary of the findings, as well as recommendations 
and concluding remarks. 
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CHAPTER 2: AN OVERVIEW OF ISLAMIC FINANCING AND THE RESULTING TAX 
IMPLICATIONS    
 
2.1 Introduction 
The Islamic financing system has a variety of products covering a wide array of applications. 
This chapter firstly describes the background to Islamic finance. Thereafter the history of 
Islamic financing in South Africa and Malaysia are discussed with the associated analysis of 
the tax implications in both countries. This will enhance an understanding of Islamic finance in 
South Africa and Malaysia and provide a comparison between the countries.   
 
2.2 The history of Islamic financing 
The Islamic financing system stems from and is currently based on the principles of Shariah 
law. Mitha (1999) explains that Shariah is the Islamic legal system that derives all of its laws 
from the Quran and Sunnah. He elaborates stating that Shariah law provides guidance for the 
way that a Muslim person should conduct and live their life in order to obey the creator, Allah. 
This way of life includes every aspect of life, including amongst others, a person’s social, 
professional, and political behaviour (Mitha, 1999). The Quran is the Islamic divine scripture 
that was revealed to the final Prophet of Allah, Muhammed (peace and blessings be upon him 
(PBUH)), and the Sunnah is the way that the Prophet Muhammed (PBUH) led and lived his 
life. Thus, Shariah law is based on the laws from the Quran and the examples as laid down by 
the Prophet Muhammed (PBUH) known as the Sunnah (Usmani, 2002). 
 
According to Venardos (2012), Shariah law embraces a wide range of practices, including 
beliefs, prayer, fasting, pilgrimage, and charity. In also encompasses everyday life principles 
of behaviour, dress, marriage, diet, respect, and manners. Included in these principles of life 
is financing, and this is precisely where Islamic finance has its roots. Venardos (2012) further 
explains that trade and profit-making is widely accepted and allowed in Islam. However, Islam 
also has certain prohibitions, and one of the main characteristics of Islamic finance is that 
interest is prohibited (Usmani, 2002). Usmani (2002) adds that this stems from the Islamic 
principles of Shariah in both the Quran and Sunnah. Vernardos (2012) concurs and reports 
that the reasoning behind the prohibition of interest, also referred to as riba or usury, is to 
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create a fair and equal society, by uplifting the poor and needy. Usmani (2002) confirms that 
Islam promotes an equal distribution of wealth amongst all echelons of society. Begum (2013) 
defines the term ‘riba’ as “surplus or excess”, and he further states that in the Quran, the 
taking, giving, and the writing of any riba transaction is prohibited. Ahmad (2016) concurs and 
adds that 1400 years ago, the Prophet Muhammed (PBUH) did not indulge in any interest-
related transactions, but instead, encouraged interest-free loans.   
 
Ahmad (2016) maintains that many centuries ago, interest was also prohibited in both 
Christianity and Judaism, not only Islam. The old testament of the Bible (Deuteronomy 23:19) 
states that: “Thou shalt not lend upon usury to thy brother; usury of money, usury of victuals, 
and usury of anything that is lent upon usury” (Bible Gateway, 2016). The Quran has various 
verses emphasising the prohibition of riba. Surah Al-i-'Imran 3:130 of the Quran states: “O 
those who believe do not eat up riba doubled and redoubled" (Quran.com, 2016).  However, 
Islam has remained strict on the principle, while Christianity and Judaism have been lenient 
on the prohibition (Ahmad, 2016). The strictness of this principle led to the development of 
Islamic finance, while other religions made use of conventional finance as it evolved (Usmani, 
2002).    
 
Financial institutions thrive on interest, and banks spend a significant amount of time and 
money to develop and improve interest rates and the related risks associated with interest 
(English, 2002). English (2002) reports that in modern times, interest is common and is 
routinely applied in almost every financial transaction. Warde (2000) declares that it was only 
the Muslim community that practiced interest-free transactions, albeit in a private capacity, 
mostly between friends and family members. However Begum (2013) maintains that since the 
late 1960s and early 1970s, Islamic banking began to spread across the globe and currently, 
conventional banks have introduced and offer Islamic banking products to Muslim and non-
Muslim customers.  
 
Masih, Kamil and Bacha (2018) claim that Islamic finance is considered to be an alternative 
financing system to conventional financing, and is often compared to the latter to determine 
the performance thereof. Drita (2017) maintains that there are a few distinguishing Islamic 
financing characteristics that differ to those of conventional financing. The first one is the 
prohibition of interest or riba as discussed above. The author further reports that certain 
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activities that involve alcohol, gambling, pornography, and prostitution are also prohibited. 
Lastly, he states that speculation and high-risk transactions are also unacceptable according 
to Shariah. On the positive end of the spectrum, Islamic finance promotes risk-sharing and 
ethical transactions resulting in a contribution to the social and economic aspects of society 
(Drita, 2017). 
 
Warde (2000) makes the case that the actual rate of return on an Islamic financial transaction 
is not pre-determined. An Islamic financing transaction will earn returns in the form of profits, 
while a conventional financial transaction will earn returns in the form of interest. There is a 
clear distinction and difference between interest and profits due to the fact that interest is 
usually fixed and guaranteed on money invested, while profit is uncertain, and may even be 
negative, depending the performance of the business venture (Warde, 2000).     
          
2.3 An overview of Islamic finance in South Africa 
As noted above, there are similarities as well as differences between Islamic finance and 
conventional finance products. Due to the differences between the two, the resulting tax 
implications also differ. Itukisa (2011) reports that prior to the implementation of tax legislation 
on Islamic finance in South Africa, investors utilising Islamic finance products did not enjoy 
the same tax benefits as other investors, and would often be reluctant to make use of these 
Islamic products or would simply opt for non-disclosure of income regarding Islamic finance 
transactions. Writer (2017) reports that only 13% of the South African population pays their 
tax, and therefore, the non-disclosure of income, specifically in Islamic finance, negatively 
impacts the economy.  
 
The awareness of Islamic finance products across the globe has increased, and many 
countries have introduced tax legislation on Islamic finance to create uniformity between the 
two types of financing (PWC, 2012).  Itukisa (2011) makes a case for this by reporting that 
Islamic finance is growing at a rapid pace worldwide, and the fact that tax legislation was 
absent has resulted in negative effects in this rapidly growing market. Cliffe Dekker Hofmeyr 
(2010b) report that introducing tax legislation on Islamic finance has resulted in an increase in 
such investments. They report that South Africa first introduced tax legislation with regard to 
Islamic finance in 2013 (Cliffe Dekker Hofmeyr, 2010b).  Itukisa (2011) states that section 
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24JA of the Income Tax Act details the tax implications of Shariah-compliant financing 
arrangements. 
 
Section 24JA covers four common types of Islamic financing, which will be discussed in detail 
hereunder. This section provides definitions and the resulting tax provisions for a mudarabah, 
diminishing musharaka, murabaha, and sukuk arrangements. All of these arrangements must 
constitute a Shariah arrangement. This is defined in section 24JA(1) of The Act as an 
arrangement that is open to the public, and compliant with Shariah law. Itukisa (2011) reports 
that this Shariah arrangement must be available to the general public, and the arrangement 
must be advertised as being Shariah-compliant. Thus, the bank or financial institution should 
ensure compliance with all the principles of Shariah.  
 
2.4 An overview of Islamic finance in Malaysia 
Malaysia is a relatively highly populated country in the southern part of Asia. The majority of 
the population in the country is Muslim, and therefore Islamic finance is widely available and 
in daily use.  El Qorchi (2005) reports that Malaysia and Bahrain have the largest Islamic 
financing sectors in the world. Malaysia is predominantly a Muslim country, and thus the need 
for Islamic financing is obvious. Islamic financing was introduced to the country in 1963, when 
a small savings fund became available to Muslim clients (Krasicka & Nowak, 2012). Krasicka 
and Nowak (2012) state that clients who were saving their money to perform the Islamic 
pilgrimage were the main investors into this fund. Thereafter, many other Islamic financial 
products became available on a small scale; however, the investors and users of these 
products all belonged to different Islamic religious schools that followed different principles 
(Warde, 2000). Warde (2000) declares that standardisation and harmonisation of these 
products and principles was vital, and in 1997 a National Shariah Board was formulated to 
achieve this objective.  
 
Hamim, Naziruddin and Syed (2006) claim that Bank Islam Malaysia Berhad was the first 
Malaysian Islamic bank, and that it was established in 1983 and was the only fully-fledged 
Islamic bank for almost the whole of the next decade (Hamim et al., 2006). They further report 
that thereafter the Malaysian government permitted conventional banks to offer Islamic 
banking products. This is identical to the situation in South Africa, and most countries across 
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the world, where Islamic banks operate parallel to conventional banks, which also have 
Islamic financing departments. Malaysia is prominent in Islamic financing for two reasons. 
Firstly, they have established a full Islamic banking system that runs parallel to conventional 
banking, and secondly, effective management and utilisation of technology required to 
expand and grow the Islamic financing sector exists (Warde, 2000). 
 
In Malaysia, the two major Islamic banks are Bank Islam Malaysia Berhad (Bank Islam) and 
Bank Muamalat Malaysia Berhad (Bank Muamalat) (Hamim et al., 2006). Haron and Ahmad 
(2000) declare that Bank Islam, which was established in 1983, is largely dependent on 
deposit funds received from clients, as is the case of most Islamic banks. This is in line with 
the introduction of the pilgrimage savings funds mentioned above. Haseeb and Zainul Abidin 
(2018) also reiterate the fact that Malaysia has a large number of Islamic banks as well as 
conventional banks that have an Islamic financing department. They further report that these 
institutions provide, facilitate, and attract significant foreign investment and business (Haseeb 
& Zainal Abidin, 2018).  Syed Ali (2008) claims that the Malaysian Islamic financing market 
has been designed and established to facilitate and adhere to the financing needs of both 
local and foreign clients, irrespective of their religion or race. The Islamic financing sector has 
changed tremendously since its introduction in the late 1960s or early 1970s, from offering 
simple deposits and banking to currently offering a broad range of innovative and competitive 
products that are in line with conventional finance offerings (Mohd Zin, Abdul Kadir, Ishak & 
Abdul Latif, 2011). 
 
Many studies reflect that Malaysia is a major contributor to Islamic financing across the globe, 
and the growth in this sector has been significant. A 2002 research study established that 
Malaysia had the biggest Islamic financing market, with assets of around US$113 billion 
(PWC, 2012). Oseni, Adewale and Mohd Zain (2016) concur and report that in 2014 a 
research study estimated that more than US$183 billion out of US$2 trillion worldwide Islamic 
financing assets belong to Malaysia. This illustrates the rapid growth of this sector in Malaysia 
over just a two year period. The company, PWC, (2012) confirms this, and further states that 
the global Islamic financing sector has grown rapidly. This growth has also been significant in 
Malaysia, and in 2000, the Islamic financing sector represented approximately 20% of the 
total banking sector, and this rapid growth continues both globally as well as in financially 
vibrant Malaysia (Mohd Zin et al., 2011).   
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There are also many regulatory bodies and frameworks governing Islamic financing in 
Malaysia, and these include, amongst others, the Islamic Banking Act, 1983, the Takaful Act, 
1984, and other governing bodies such as the Institute of Islamic Banking (PWC, 2012). 
Warde (2000) confirms that these bodies were formulated to regulate and standardise the 
Islamic financing industry. These bodies consist mainly of university academics specialising in 
the field, and the membership comprises more than 40 Shariah scholars (Shaharuddin, 
2010).   
 
Malaysia has always been innovative in the Islamic financing industry in comparison to the 
rest of the world (Noordin, 2016). Warde (2000) reports that Malaysia was the first country in 
the world to offer Islamic mortgage bonds, and has been prominent in this field since 1994. A 
Malaysian bank was also the first financial institution to introduce and offer an Islamic credit 
card to the public (Warde, 2000). Warde (2000) maintains that this credit card was naturally in 
accordance with Islamic principles, and thus did not bear interest. Noordin (2016) declares 
that recently this innovation has led to the creation of the first virtual Islamic bank, which 
caters for both mudarabah and murabaha arrangements. 
    
As discussed above, the Malaysian Islamic financing sector is significantly large and is 
growing continuously. Shaharuddin (2010) concurs with this claim, and claims that this growth 
is due to both the Malaysian population’s demand for these products and to the significant 
support the government provides to enhance the economy of Malaysia. Warde (2000) makes 
a case for this by reporting that Mahathir Mohammed, the Malaysian Prime Minister was a 
leader in Islamic financing in the country, and he encouraged and challenged Muslim scholars 
to be involved in developing the various forms of finance in Malaysia.  
 
The most common Islamic financing products available in Malaysia are bonds known as 
sukuk, ijarah which is commonly known as leasing, takaful which is Islamic insurance, profit-
sharing transactions known as mudarabah, a musharaka partnership arrangement, and a 
cost-plus transaction known as murabaha (PWC, 2012).  Malaysia has specific standards that 
have been developed for Islamic financing, and these standards have defined and provide 
many provisions on each of the abovementioned types of finance. There are several other 
modes of Islamic finance available in the country, but these modes are outside the scope of 
this study, and will therefore not be discussed in any detail. 
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The Income Tax Act, 53 of 1967, governs the Malaysian tax laws (Saad, 2014). One of the 
main principles in Islamic financing is the fact that interest or riba is prohibited, and this is a 
key factor that was considered when the Malaysian tax legislation was developed (PWC, 
2012).  The Malaysian Institute of Accountants (2012) reasoned that a pertinent tax issue that 
needed to be addressed was how to narrow the gap between the tax treatment of Islamic 
financing and conventional financing. The company, PWC, (2012) maintains that neutral tax 
treatment was vital and the Malaysian Tax Act addressed the tax issue mentioned above, 
thereby achieving the Malaysian government’s objective. 
 
Malaysia is considered to be a significant player in Islamic financing, and thus they were also 
one of the first states to provide tax neutrality (Malaysian Institute of Accountants, 2012). 
Hagazy (2011) maintains that the amendments to the Malaysian Income Tax Act sought to 
eliminate the unfair treatment between those parties utilising conventional financing and those 
who make use of Islamic financing.  The Malaysian Institute of Accountants (2012) concede 
that this tax neutral position ensures that the Islamic financing industry is not disadvantaged 
and that it becomes more appealing to the market. 
 
The resulting treatment based on the tax amendments is that all profits earned on any Islamic 
financing transaction are equivalent to interest, as defined in the Malaysian Income Tax Act 
and a tax deduction thereon is allowed if the rules for the deductions have been met 
(Malaysian Institute of Accountants, 2012).  Hagazy (2011) reports that these conditions 
indicate that: “a person can deduct from his gross income from a source all outgoings and 
expenses wholly and exclusively incurred in the production of that income from that source.” 
This effectively removes any unnecessary tax complications for such transactions (PWC, 
2012).     
 
2.5 Conclusion 
Islamic financing has grown significantly over the past few years, and continues to grow 
across the globe. There are many different Islamic finance products available globally, and in 
daily use by both Muslims and non-Muslims. During the last decade, South Africa has 
introduced and expanded the Islamic financing sector and typically offers the four most 
common forms of Islamic financing: mudarabah; diminishing musharaka; murabaha; and 
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sukuk. This chapter attempted to provide an overview of Islamic finance in South Africa with 
the associated South African tax implications. Malaysia is a significant role player in the 
Islamic financing sector and this chapter furthermore attempted to provide an overview of 
Islamic finance in Malaysia with the associated Malaysian tax implications. The next chapter 
focuses on detailing a mudarabah and diminishing musharaka transaction and their 
associated tax implications. 
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CHAPTER 3: TAX IMPLICATIONS OF A DEPOSIT INVESTMENT AND PROPERTY 
FINANCE  
 
3.1 Introduction 
There are various types of Islamic financing available, and all of these stem from the time of 
the Prophet Muhammed (PBUH). According to Sarker (1999), Prophet Muhammed (PBUH) 
provided guidance on raising capital, labour employment, establishing and dissolving a 
business, as well as risk-sharing. The different types of Islamic financing were derived from 
this guidance, and therefore each mode of Islamic finance has its own distinguishing features, 
which include amongst others, the principles of profit-sharing, loss-sharing, mark-up, and 
lease-based principles (Sarker, 1999). The basic Shariah principles are applied in every mode 
of Islamic financing, and this implies that all the prohibitions of Islam mentioned above, such 
as alcohol, are not present in any Islamic financing transactions. Chapter 2 provided a brief 
background to and description of Islamic financing. There are four common modes of Islamic 
finance. This chapter will present two modes of Islamic finance, namely a deposit investment 
known as mudarabah and property financing referred to as diminishing musharaka, together 
with their associated tax implications. The next chapter focuses on presenting a conventional 
loan known as murabaha and a government bond referred to as sukuk. 
 
3.2 An overview of a deposit investment (mudarabah)  
3.2.1 Profit-sharing transaction – deposit investment 
The type of Islamic financing known as mudarabah, or passive partnership, refers to a 
transaction in which two parties enter into a partnership; one party provides the capital or 
finance for the partnership and is referred to as the dormant partner, while the other party is 
actively involved in the business to ensure that the business is profitable (Chapra, 1998). The 
partners enter into an agreement at inception, and agree upon the conditions of the 
partnership, which includes the profit-sharing ratio. Hurley and Brennan (2010) report that the 
losses in such a partnership are borne solely by the capital provider.  Abdul Rahim (2007) 
challenges this statement and states that the active partner is held responsible for losses in 
the case of misconduct, negligence, or breach of contract. Chapra (1998) explains that this 
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type of agreement can be a verbal or written agreement, however a written agreement is 
preferable in order to avoid any disagreement that might arise between the partners at a later 
stage. The dormant partner does not receive a salary and is only entitled to the profit as per 
the profit-share ratio in the mudarabah agreement (Hurley & Brennan, 2010). 
 
The bank offers this form of Islamic finance as a current or investment account, and the 
transaction commences when the financial institution invests the client’s deposited funds in 
other enterprises (Abdul Rahim, 2007). Abdul Rahim (2007) further reports that the bank then 
enters into an agreement with an entrepreneur and beneficiary of the funds, and the bank 
assumes the role of the dormant partner and provides the funds needed for the partnership 
with the entrepreneur. The bank and the client both enjoy the rewards in the form of profits in 
the ratio agreed upon (Abdul Rahim, 2007). Lastly Abdul Rahim (2007) confirms that this 
partnership continues until such time that the capital provided by the bank is fully settled, 
thereafter the entrepreneur takes full control of the enterprise. A mudarabah transaction is 
illustrated hereunder in Figure 1. 
 
Figure 1: Mudarabah transaction  
 
Source: Adapted from Abdul Rahim (2007) 
 
As illustrated above, the client invests cash in the bank and the bank in turn invests that 
money into an identified entrepreneur’s business venture. The major financial risk in such an 
agreement, due to the cash investment by the bank, is borne by the financial institution, while 
the business entrepreneur only risks his effort and time (Chapra, 1998). Abdul Rahim (2007) 
concedes that the Islamic bank faces a significant credit risk, and the only remedy for the 
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financial institution is to ensure that they continuously and regularly monitor the business 
enterprise. In a conventional banking transaction of this nature, the bank would charge 
interest on the capital provided, and there would be no need for any supervision. However, in 
the mudarabah transaction, the financial institution must closely monitor the business to 
ensure profitability, as the only return is the profit share (Hurley & Brennan, 2010). 
 
3.2.2 South African tax implications for profit-sharing transactions – deposit investment 
Prior to the implementation of tax legislation on Shariah-compliant financing in South Africa, 
an investor in a mudarabah transaction would be required to include the profit earned from a 
mudarabah transaction in gross income, as per the definition of gross income in section 1 of  
The Act. Itukisa (2011) reports that the investor would not be entitled to the natural person 
interest exemption as per section 10(1)(i), as the investor earned profit, not interest. This 
resulted in a disadvantageous position for an Islamic finance investor, while in a conventional 
finance transaction, the local and foreign investor would enjoy the natural person section 
10(1)(i) exemption (Itukisa, 2011). 
 
As a result, section 24JA was introduced into The Act. As per section 24JA(1) of The Act, a 
mudarabah transaction is defined as an agreement between the bank and the client where 
the client deposits money with the bank, and the bank in turn invests the funds into a Shariah 
business venture. The return from the business arrangement is shared between the client and 
the bank at an agreed upon ratio. Cliffe Dekker Hofmeyr (2010a) states that the profit share 
ratio that is initially agreed upon between the two parties, is fixed and may not change during 
the period of their arrangement. According to the Income Tax Act, section 24JA(1) of The Act 
states that the return depends on the amount of funds deposited, in addition to the period of 
time for which the funds were deposited. Section 24JA of the The Act further states that the 
risk of loss in this mudarabah arrangement is borne by the client.  Dar and Moghul (2009) 
report that a country’s tax system should, in essence, tax the investor or client on the returns 
earned from the business venture. They further maintain that the bank should be taxed on all 
the profits from the business operations of the venture, and should qualify for a deduction for 
the profit share that is paid to the client. As noted in Chapter 1, this research study does not 
focus on the tax implications for the bank or financial institution, and focuses instead on the 
tax implications for the individual using the financial product. 
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The Income Tax Act section 24JA(2) states that:  
 
“Any amount received by or accrued to a client in terms of a mudaraba is deemed to 
be interest as contemplated in paragraph (a) of the definition of ‘interest’ in section 
24J(1)”  (South Africa, 1962). 
 
The above quotation refers back to section 24J(1) to determine the tax treatment for the 
client, and is determined with specific reference to the definition of interest. Interest has been 
defined in section 24J(1), and includes interest, related finance charges, and a discount or 
premium that arises in terms of a financial arrangement. The SAIT (2017) reports that interest 
also includes an amount payable in terms of a lending arrangement, as well as the deficit 
between the amounts payable and receivable in a sale and leaseback transaction. There is 
also a proviso in this definition per the Act, which clearly stipulates that the interest amount 
could be based on a fixed or variable rate, and could take the form of fixed instalments or a 
lump sum.  Matlala (2015) maintains that the definition of interest as per The Act is broad, and 
includes not only the cost of credit but also the charges related thereto. In 2016, there was an 
amendment to this definition, as per the Taxation Laws Amendment Bill (Mazansky, 2016). 
Mazansky (2016) states that the previous definition of interest included interest and related 
finance charges. He further reports that the word ‘related’ was replaced with the word ‘similar’, 
and this change was probably made due to the fact that the definition of interest was too 
broad and needed to be narrowed down (Mazansky, 2016). 
 
In terms of section 24JA(2), as quoted above, the profit that a client receives in terms of a 
mudarabah arrangement is already deemed to be interest, as per the definition of interest, 
and the wide or narrow interpretation thereof is of little relevance in this case. Due to the fact 
that the profit is deemed to be interest, the tax treatment of the profit will be the same as the 
tax treatment of interest (PWC, 2012). Section 24J(3) states that the holder of such an 
instrument must include that amount in gross income, irrespective of the capital nature 
thereof. CGT would not be applicable since the transaction is not of a capital nature. This 
treatment mirrors that of conventional finance arrangements, and mirrors interest, but is still 
aligned to the principles of Shariah (Itukisa, 2011).  Sapa (2010) sums this up by saying that 
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“tax would be payable on any profits derived by the client as these would be deemed as 
interest, thus making them taxable at the hand of the client”. 
 
According to PWC (2012), although the client includes the mudarabah profit share in his 
gross income, should the client be a natural person, he will benefit from the general interest 
exemption. As per section 10(1)(i) of The Act, the interest received by or accrued to a natural 
person taxpayer, is exempt from normal tax for the 2018 year of assessment, provided that 
the interest does not exceed R34 500 for a person 65 years or older and R23 800 for other 
persons.  Tax Consulting South Africa (2017) reports that this exemption is also applicable to 
a non-resident and further, that non-resident would obtain a full interest exemption as per 
section 10(1)(h), unless that person is a natural person who is physically present in South 
Africa for more than 183 days in aggregate for a year, or the interest is effectively connected 
to a permanent establishment in South Africa. Therefore, the investor in a mudarabah Islamic 
financing arrangement will enjoy the same taxation exemption that investors in a conventional 
finance arrangement will enjoy. Itukisa (2011) agrees with this fact by stating that the profits 
earned in a mudarabah transaction are eligible for the same interest exemption as traditional 
banking interest transactions. 
 
3.2.3 Malaysian tax implications for profit-sharing transactions – deposit investment 
Mudarabah has been defined according to the Malaysian Shariah standard on mudarabah as:  
 
“a contract between a capital provider (rabbul mal) and an entrepreneur (mudarib) 
under which the rabbul mal provides capital to be managed by the mudarib and any 
profit generated from the capital is shared between the rabbul mal and mudarib 
according to mutually agreed profit-sharing ratio (PSR) whilst financial losses are 
borne by the rabbul mal” (Bank Negara Malaysia, 2012).  
 
Every bank in Malaysia that offers a mudarabah transaction has to comply with the standards 
and concomitant guidelines of the Central Bank of Malaysia (Shaharuddin, 2010). Remali 
(2004) reports that Malaysian Islamic financial institutions utilise this form of finance for those 
parties that need investments to fund their own entities. Shaikh (2011) claims that mudarabah 
is the preferred form of Islamic financing in the world. However, in Malaysia, mudarabah and 
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musharaka are not commonly used, and only comprise 5% of the Islamic market in the 
country (Shaharuddin, 2010). He further claims that the mudarabah sector in the country has 
a few weaknesses, and this could possibly be the reason for its declining popularity. Despite 
these weaknesses, Warde (2000) reasons that mudarabah is an excellent form of finance as 
it supports the equal distribution of wealth, which stems directly from the profit- and loss-
sharing principle. Shaikh (2011) agrees that mudarabah is a preferred choice worldwide, 
specifically in terms of risk and return.  
 
Across the globe, the terms of a mudarabah agreement are very similar in nature. Malaysian 
banks offer a few different forms of mudarabah type transactions, depending on the age of 
the client, and most banks work on the profit-sharing ratio of around 25% to the client and 
75% to the bank (Shaharuddin, 2010). Rosly and Mohd Zain (2008) report that these rates 
are not fixed, may vary from bank to bank, and will likely yield a much higher return than a 
conventional fixed deposit. 
 
The process of a typical mudarabah transaction between the lender (bank) and the borrower 
(client) is detailed above. This transaction comprises the client making a deposit with the 
bank, while earning profit-share income, and for the bank, it will comprise a loan together with 
expenses incurred thereon. According to the Malaysian Income Tax Act the profit share 
income would constitute interest income for tax purposes, and would be included in taxable 
income, while the expenses would be deductible for the bank (The Commissioner of Law 
Revision Malaysia, 2006). The company PWC (2012) concedes that this would achieve the 
position of tax neutrality.    
 
Hagazy (2011) reports that there are also special exemptions in the Malaysian Income Tax 
Act, 53 of 1967, that are applicable to Islamic-sourced income if the period of investment does 
not exceed 12 months. The Malaysian Income Tax Act also provides for specific withholding 
tax interest exemptions for residents and non-residents for Islamic finance transactions 
(Malaysian Institute of Accountants, 2012). Therefore the client in a mudarabah transaction 
would most likely benefit from this exemption.         
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3.3 An overview of property finance (diminishing musharaka) 
3.3.1 Consecutive partnership - property finance 
This form of Islamic finance is also known as diminishing musharaka, musharaka, or shirkah, 
and is also in the form of a partnership. Hanif (2011) reports that the literal meaning of 
musharaka is sharing, and refers to a joint business enterprise where the business partners 
share the profit. He further reports that a diminishing musharaka is a legal partnership and all 
the terms and conditions should be formally laid down in a formal written agreement. The 
profit is distributed in accordance with the agreed upon profit ratio as per the agreement, and 
this is the same principle applied in a mudarabah transaction, as discussed above (Hurley & 
Brennan, 2010). However, the losses are distributed according to the capital contributed by 
each partner (Hanif, 2011). This is different to a mudarabah agreement, where the losses are 
borne solely by the capital provider. 
 
According to Hurley and Brennan (2010), this type of finance is mostly associated with 
property transactions. In this case, the financial institution uses this financial instrument as an 
Islamic alternative to a traditional home-loan or mortgage bond on property. The authors state 
that the bank and the entrepreneur enter into a partnership, whereby the bank purchases the 
asset and sells it to the client at a profit. However, the sale occurs when the property is split 
into many units (Hurley & Brennan, 2010). The financial institution initially owns a majority of 
the units and over time, the client purchases more units (Rafay & Sadiq, 2015). Abdul Rahim 
(2007) states that this partnership is a diminishing partnership as the capital ratio changes 
over time, and the financial institution’s capital share decreases until such time that the client 
takes full ownership. Rafay and Sadiq (2015) confirm that over time, and as the partnership 
progresses, the one partner buys out the other partner. 
 
Audia, Hayathu, Adi and Rusni (2018) report that when the client and the bank enter into a 
musharaka agreement, the client leases the portion of the property that is owned by the 
financial institution, and therefore pays an additional rental for this, in addition to his capital 
portion. At such time when the client pays all the capital, he is no longer liable for the rental 
instead, he takes full ownership and the musharaka agreement is terminated (Audia et al., 
2018). A diminishing musharaka transaction is illustrated hereunder in Figure 2. 
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Figure 2: Diminishing musharaka transaction  
 
Source: Adapted from Dar and Moghul (2009) 
 
As illustrated in Figure 2, the ownership of the asset eventually increases for the client and 
decreases for the bank. There are also risks associated to this transaction for the bank, as 
with the mudarabah transaction. Audia et al. (2018) maintain that Islamic financing scholars 
have developed a tool called wa’ad, which is a risk mitigation tool. The bank will mitigate the 
risk associated with this transaction, mostly via the security of the property itself or sometimes 
via third party guarantees (Abdul Rahim, 2007).    
 
3.3.2 South African tax implications for consecutive partnerships – property finance 
As per the limitations of this research study, the bank’s tax implications are not considered, 
only the tax implications for the client, in this case the borrower, are detailed below. The tax 
treatment prior to the implementation of tax legislation on Shariah-compliant financing in 
South Africa in a diminishing musharaka transaction for the borrower is considered first. 
Itukisa (2011) states that the musharaka arrangement would constitute the client paying rental 
to the bank, and this rental qualifies for a section 11(a) deduction if the requirements of this 
section are met. However, section 23(g) of The Act specifies that expenses incurred that are 
not for trade purposes may not be deducted. Therefore, if the borrower is not buying the 
property for the purpose of trade, he will not be entitled to a section 11(a) deduction.  
 
Dar and Moghul (2009) report that in a diminishing musharaka transaction, the client will only 
obtain full ownership from the bank once all the instalments are paid. Thus the client will not 
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be entitled to any wear and tear allowances. Furthermore, they maintain that there is no 
interest attached to the Islamic financing transaction, but instead there is an additional profit 
(Dar & Moghul, 2009). This profit is also not allowed as a deduction by the borrower, as the 
profit does meet the requirements of section 11(a), specifically because the profit is of a 
capital nature (Itukisa, 2011). However, due to the fact that the borrower purchases units of 
the property over time, he might be subject to a section 8(5) recoupment (South African 
Institute of Chartered Accountants (SAICA), 2003). SAICA (2003) declares that this 
recoupment will be applicable on all lease rentals allowed as a deduction and therefore the 
client might only be subject to the recoupment if he previously claimed the rentals as a 
deduction for tax purposes. 
 
Section 24JA(1) of The Act defines a diminishing musharaka as an arrangement between the 
bank and the client, in which both parties jointly acquire an asset from the seller, or the bank 
acquires an ownership interest in the client’s asset for refurbishment, thereafter the client 
acquires the bank’s portion of the asset for a specified amount over a period of time, as per 
the agreement between the two parties. The company PWC (2012) reports this type of 
transaction as being similar in nature to either a financed lease, a piece-meal acquisition, or 
sale and leaseback transaction. They further report that the bank’s profit will arise from either 
rental paid by the client for utilising the bank’s share of the asset, or a gain from the sale of 
the units to the client at a mark-up. Itukisa (2011) supports this fact and states that the bank's 
profit, which could arise from either of the above, is similar to the finance charge or interest in 
a conventional financing arrangement of this nature. 
 
Section 24JA(5)(a) of The Act, determines the tax consequences for the client in a 
diminishing musharaka transaction, where the client and bank jointly acquire an asset from a 
third party seller. The Act specifies that the client is deemed to have acquired the bank’s 
portion of the asset directly from the seller for the same equal amount that the bank paid for 
that portion, at the same time that the seller sells his interest (Itukisa, 2011). Section 
24JA(5)(b) of The Act also provides the tax implications in cases where the bank purchases 
an interest in the asset directly from the client. In such a case, The Act deems the client not to 
have sold any interest in the asset to the bank, and likewise, the bank not to have purchased 
any portion of the asset. 
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Section 24JA(6)(a) of The Act provides that in addition to section 24JA(5), the instalment the 
client paid to the bank shall be apportioned according to the formula stipulated in 24JA(6)(b), 
and the apportioned amount is deemed to be interest, as defined in section 24J(1). The 
formula in 24JA(6)(b) of The Act is as follows: 
 
“X = A – B 
In this formula, 
(i) ‘X’ represents that amount to be determined; 
(ii) ‘A’ represents the total amount of the instalment payable by the client to the 
bank;  
(iii) ‘B’ represents the expenditure incurred by the bank to acquire the portion of the 
interest in the asset transferred to the client in exchange for the instalment 
payable by the client to the bank” (South Africa, 1962). 
 
The deemed interest determined by the formula above falls within the ambit of section 24J of 
The Act, and thus the provisions of this section are applicable. Section 24J(2) of The Act 
stipulates that the issuer of the instrument, in this case the client, shall determine the amount 
of interest incurred as per the Act, and deduct the amount from the income derived from 
carrying on trade, provided that the amount is in the production of income  (Itukisa, 2011). 
Therefore, in a diminishing musharaka transaction, the client must incur the interest in the 
carrying on of trade and in the production of income in order to qualify for the deduction 
against income. This is in line with the section 11(a) deductions explained above, prior to the 
introduction of the new legislation. 
 
In accordance with the Transfer Duty Act, 40 of 1949, section 3A(2) specifies the same tax 
treatment, such that the bank is deemed not be involved in the transaction, and the client is 
deemed to have purchased the asset directly from the seller, and therefore the client is fully 
responsible for the payment of the transfer duties (Itukisa, 2011). 
 
3.3.3 Malaysian tax implications for consecutive partnerships – property finance  
Saripudin, Mohamed, Mohd Razif, Haji Abdullah and Abdul Rehmah (2012) declare that 
simply stated, musharaka is an agreement between two parties who share both the capital 
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and the profits. They further report that this agreement takes the form of a partnership 
contract in which the parties identify an investment, provide the capital to finance it, and as a 
result, share in the profits from this partnership (Saripudin et al., 2012). Musharaka is directly 
associated with home financing by means of a mortgage bond, and in Malaysia, it is 
specifically known as a musharaka mutanaqisah partnership (MMP) (Ching Lung, 2013).  
 
Bank Negara Malaysia (2015), the central bank of Malaysia, issued a standard governing 
musharaka transactions, which details the Shariah and operational requirements for the 
aforementioned arrangement, with effect from 2016. This standard provides guidelines on, 
amongst others, the different types of musharaka transactions available in the country, the 
guidelines of what should be included in the contract, capital provision, profit-sharing, and risk 
associated with a musharaka arrangement (Bank Negara Malaysia, 2015). Ching Lung (2013) 
declares that this guidance was issued with prime objectives of reducing risks, enhancing 
governance, and providing a comparison and evaluation tool for the different banks in 
Malaysia.   
 
As mentioned earlier, Shaharuddin (2010) reports that musharaka and mudarabah are not 
commonly used in Malaysia. The Malaysian Institute of Accountants (2012) admits that this is 
indeed so and state that the reason for their lack of popularity in the country is due to the fact 
that these two forms of Islamic financing are not similar in nature to conventional finance. 
Interestingly, musharaka is also not a particularly appealing form of finance to financial 
institutions due to the risk factor involved (Hagazy, 2011). 
 
The tax implications in a musharaka arrangement are similar to a conventional mortgage 
bond (PWC, 2012). Hagazy (2011) reports that this means that any profits earned will 
constitute interest for tax purposes and must be included in taxable income. Furthermore, as 
per the Malaysian Tax Act, the client is allowed a deduction, for tax purposes, for all expenses 
incurred, provided those expenses are incurred in the production of income (The 
Commissioner of Law Revision Malaysia, 2006). 
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3.4 Conclusion 
This chapter provided a detailed review of the taxes applicable to mudarabah and diminishing 
musharaka. South Africa has introduced tax legislation regarding Islamic financing to conform 
with the global awareness and growth of Islamic financing. The major South African banks 
also have an Islamic department in addition to their conventional banking departments. The 
tax legislation is found in section 24JA of The Act and covers the four most common modes of 
finance. These include: a deposit type of investment called mudarabah; property financing 
known as diminishing musharaka; an Islamic alternative to a conventional loan referred to as 
murabaha; and an Islamic government bond known as sukuk. The Malaysian tax implications 
are detailed in the Malaysian Income Tax Act. The tax implications on sukuk and murabaha 
have been introduced to place the taxpayer using Islamic finance on an equal footing with a 
taxpayer who uses traditional finance. 
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CHAPTER 4: TAX IMPLICATIONS OF A CONVENTIONAL LOAN AND AN ISLAMIC 
GOVERNMENT BOND 
 
4.1 Introduction 
Chapter 2 provided a brief background to and description of Islamic financing in South Africa 
and Malaysia. Chapter 3 presented two modes of Islamic finance, namely a deposit 
investment known as mudarabah and property financing referred to as diminishing 
musharaka, together with their associated tax implications. This chapter focuses on 
presenting a conventional loan known as murabaha and a government bond referred to as 
sukuk. The tax implications of murabaha and sukuk arrangements will be detailed in this 
chapter as well. Furthermore, this chapter details the tax incentives available to taxpayers in 
Malaysia.   
 
4.2 An overview of murabaha 
4.2.1 Cost-plus financing – conventional loan 
In Islamic financing, a conventional loan is termed murabaha. This type of financing 
arrangement typically occurs when funds are required to purchase an asset or capital is 
raised to finance an enterprise (Hurley & Brennan, 2010). Thus, a lending arrangement is 
entered into between both parties. Hurley and Brennan (2010) report that a murabaha 
arrangement is a cost-plus financing scheme with deferred payment terms. This is due to the 
fact that payment is made at a later time, depending on the terms of the agreement. 
 
Abdul Rahim (2007) reports that in the case of a murabaha transaction with a bank, the 
process originates when a client or enterprise identifies a need for an asset. He further 
explains that the client would then approach the bank, and the bank would then source and 
acquire the asset, and then this asset will subsequently be sold to the client at a mark-up. The 
entrepreneur would then settle the purchase price via instalment payments (Abdul Rahim, 
2007). Due to the prohibition of interest, this is an Islamic alternative for a normal bank loan, 
which would accumulate interest over time. This is illustrated below in Figure 3: 
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Figure 3: Murabaha transaction 
 
Source: Adapted from Abdul Rahim (2007) 
 
Figure 3 above illustrates that due to the fact that ownership is not transferred to the client 
until the end of the arrangement in a murabaha transaction (Abedifar, Ebrahim, Molyneux & 
Tarazi, 2015), banks are exposed to high risk as they bear all the risk until such time as 
payment is effected. Another disadvantage for the financial institution is the fact that when a 
customer defaults, no additional charges can be made by the bank, in comparison to a 
conventional loan, where late payment would result in additional interest (Hanif, 2011). 
 
Despite these disadvantages for the financial institution, Abdul Rahim (2007) reports that 
banks find this to be the most practical form of Islamic financing, as the administrative and 
monitoring process is much easier for the bank. Shariah scholars have subsequently 
implemented measures to address the abovementioned risks for the financial institution. Hanif 
(2011) states that a client default results in a penalty or possible blacklisting of the defaulting 
client. The income generated from the penalties do not form part of the revenue for the 
Islamic bank, but are rather made as charitable contributions, according to the Shariah 
principles (Usmani, 2002). Abdul Rahim (2007) concedes that the underlying asset or third 
party guarantee can also be used as security for a murabaha transaction, as is also the case 
for a musharaka transaction. 
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4.2.2 South African tax implications on cost-plus financing - conventional loan 
Prior to the introduction of tax legislation, the implications of cost-plus financing for the client 
were very different to the implications of a conventional loan. A conventional loan constitutes 
a transaction of a capital nature, and thus is not included in the client’s gross income. This 
was made clear, in the court case of CIR v Visser SATC 271 (TPD)-1936, where the fruit and 
tree analogy was adopted (Haupt, 2017). Furthermore, the client would be allowed to claim 
the interest expense as a deduction in terms of section 11(a) of The Act, and would also be 
entitled to capital allowances on the acquired asset. However, in a mudaraba transaction, the 
sale of an asset at a mark-up would result in the client not being entitled to any interest 
deductions as per section 11(a) of The Act, as there is no interest in an Islamic financing 
murabaha transaction. Furthermore, the client would only be allowed to claim capital 
allowances on the original price of the asset as purchased from the seller, and not on the 
bank’s marked up price. This would then place the client of a murabaha arrangement in a 
disadvantageous tax position in comparison to a client who uses conventional loan finance.  
 
As a result, section 24JA was introduced into The Act. Section 24JA(1) defines murabaha as 
an arrangement between the bank or listed company financier and a client, where the party 
providing the loan finance purchases the asset from the seller upon request from the client. 
The client then acquires the asset from the financier within 180 days of the original purchase 
for a total amount that: 
 
“(aa) exceeds the amount payable by the financier to the seller as consideration to 
acquire the asset;  
(bb) is calculated with reference to the consideration payable by the financier to the 
seller in combination with the duration of the arrangement; and 
(cc) may not exceed the amount agreed upon between the financier and the client 
when the Shariah arrangement is entered into” (South Africa, 1962).  
 
Lastly, as per The Act, there should be no other additional amounts payable to the financier. 
Itukisa (2011) explains that in a transaction of this nature, the asset must be re-purchased for 
an amount that exceeds the original amount, the transaction must be based on the principle 
of the time-value of money, and cannot exceed the amount agreed upon between the client 
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and the bank. In addition, Itukisa (2011) reports that the principle of the time-value of money 
and deferred payments are similar in nature to an instalment sale agreement. 
 
Section 24JA(3) of The Act stipulates that once the above definition of a murabaha 
arrangement is met, the party providing the finance is deemed not to have purchased or 
disposed of the asset, and the client is deemed to have purchased the asset directly from the 
third party seller for the amount originally paid by the bank to the seller at that same time the 
original transaction between the bank and the seller took place.  
 
According to Itukisa (2011), section 24JA(3)(c), (d) and (e) of The Act further provides that the 
murabaha arrangement is deemed to be an instrument as defined in section 24J of The Act, 
whereby the premium or profit, which is the difference between the first and second purchase, 
is deemed to be interest as per section 24J(1), and the amount of the original purchase price 
paid to the seller is deemed to be the issue price for the purposes of section 24J. After 
inspection of section 24J of The Act, it was noted that the premium mentioned in section 
24JA(3)(d) is expressly included in the definition of interest. The company, PWC (2012), 
declares that the aim of this section of The Act is to treat the mark-up profit as interest. This is 
reiterated by Itukisa (2011), who reports that the murabaha transaction in its entirety is treated 
and classified as a section 24J instrument in order to achieve the desired results. 
 
This treatment is similar in nature to the tax treatment for a diminishing musharaka 
transaction, and results in the client making use of this alternative financing arrangement to 
achieve the same treatment as a client using a conventional loan (Itukisa, 2011). The 
company PWC (2012) reports that as a result of section 24JA(3) of The Act, the client is now 
entitled to a section 11(a) deduction for the premium or profit paid, as it is now deemed to be 
interest, as per The Act. 
 
Itukisa (2011) maintains that section 3A(1) of the Transfer Duty Act, 40 of 1949, specifies the 
same treatment as if the asset involved is property. The bank or financier is deemed not to be 
involved in the transaction, and the client is deemed to have purchased the property directly 
from the seller, and will thus be liable for any transfer duties payable to the revenue authority 
(Itukisa, 2011). This is also in line with the treatment of a diminishing musharaka transaction, 
as discussed in Chapter 3.           
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4.2.3 Malaysian tax implications on cost-plus financing - conventional loan 
As detailed above, a murabaha is typically a cost-plus financing arrangement where a 
financial institution sells an asset to a client at a selling price, which is in essence, the cost 
plus an additional profit thereon. As is the case with other forms of loan finance, Bank Negara 
Malaysia issued a standard detailing the Shariah principles and the operational requirements 
for a murabaha transaction, and they simply define murabaha as “a sale and purchase of an 
asset where the acquisition cost and the mark-up are disclosed to the purchaser” (Bank 
Negara Malaysia, 2013). 
 
In Malaysia, this type of financing is mostly used for short-term purposes, and repayment can 
either occur in full as a lump-sum, or on an instalment basis (Malaysian Institute of 
Accountants, 2012). The Islamic Bankers Resource Centre (2009) maintains that this short-
term financing has proven to be extremely popular in the Malaysian economy, due to the 
simplicity of the instrument. Another reason for the popularity is that the characteristics of a 
murabaha transaction are similar to a conventional asset financing transaction (Malaysian 
Institute of Accountants, 2012). Rosly and Mohd Zain (2008) claim that these arrangements 
are also used more frequently than other forms of Islamic financing by Malaysian banks 
themselves. Additionally, Zandi and Ariffin (2012) declare that there is a long-term murabaha 
transaction, known as al-bai-bithaman ajil (BBA), which can also be used for home financing. 
 
The tax on a murabaha transaction is identical to a musharaka transaction (PWC, 2012). 
Hagazy (2011) states that this means that the client is entitled to a deduction of the profit 
mark-up, which is in essence the selling price less the cost of the asset, and the bank would 
be taxed on the profit made on the transaction.     
 
In addition, Malaysian banks also widely use a commodity murabaha, and in such a 
transaction, the bank acquires the commodity and then sells it at a profit, while assuming 
ownership and the associated risks of the underlying asset (Zandi & Ariffin, 2012). Syed Ali 
(2008) declares that a commodity murabaha is favoured worldwide, and represents about 
70% of that specific Islamic commodity market. He reports that the government and the 
Central Bank of Malaysia continue to develop the commodity murabaha industry (Syed Ali, 
2008).  
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Tax implications on the commodity murabaha mirror those of a traditional murabaha 
transaction, such that the profit is considered to be interest, and the same tax rules applicable 
to interest are applicable (PWC, 2012).  The Malaysian Institute of Accountants (2012) 
declare that the related purchase and sale asset transactions are disregarded for tax 
purposes. 
 
4.3 An overview of sukuk 
4.3.1 Islamic government bond 
An Islamic government bond is referred to as sukuk. In simple terms, sukuk is an Islamic 
bond. In a sukuk transaction, the investor holds a direct share in the underlying asset, while in 
a conventional transaction, the investor holds an interest in the debt instrument that carries 
the assets, which interest is represented by a certificate (Hurley & Brennan, 2010). Therefore, 
in an Islamic sukuk transaction, income is not earned on the money invested but rather on the 
underlying asset. Usmani (2002), states that this form of financing is also commonly known as 
sukuk ijarah and typically takes the form of a leasing arrangement, whereby each holder owns 
a share of the underlying leased asset, and earns rental income from this investment. Dar and 
Moghul (2009) report that this would typically occur when capital needs to be raised and a 
building is used in a sale and leaseback transaction, with a new company being formed to 
facilitate the transaction. This company is a special purpose vehicle (SPV). The investors hold 
shares in the SPV, and receive a share of the income from this entity. The SPV repurchases 
the asset at a specific time (Dar & Moghul, 2009). Due to the fact that there is a direct interest 
in the underlying asset, the expenses related to the aforementioned asset become the 
responsibility of the sukuk bondholder (Godlewsk, Turk-Ariss & Weill, 2013). This is illustrated 
below in Figure 4. 
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Figure 4: Sukuk or Islamic government bond transaction 
 
Source: Adapted from Dar and Moghul (2009) 
 
Figure 4 indicates that a sukuk bond shares some of the characteristics of a traditional bond. 
A sukuk is a debt instrument and not equity, and therefore, it is also issued for a fixed period 
of time. Usmani (2007) claims that another characteristic of the bond, is the return earned on 
the sukuk, which is a fixed return, as with a conventional bond. However, Wilson (2006) 
suggests that there are commonly two types of sukuk. He explains that a mudarabah-based 
sukuk earns a fixed rate of return, while the ijara-based sukuk earns a return at a variable 
rate. The rates of return are based on the interest rate percentages, however this does 
indicate that interest is paid. The rates are simply used as an estimate, and once the actual 
profit is known, any additional return will be paid to the bondholder (Usmani, 2007). Lastly, 
both a sukuk and a traditional bond guarantee a return of capital on maturity. The sukuk bond 
allows for the sale of all the underlying property at an agreed price, and then the bondholder 
is repaid (Syed Ali, 2008). 
   
In the past, sukuk transactions carried a high financial risk, and due to the fact that this 
transaction is directly linked to property, the risk is greater if property prices decline 
substantially (Wilson, 2006). Abedifar et al. (2015) question why there is a low correlation 
between a conventional bond and a sukuk bond, specifically with regard to the returns 
thereon, and suggests that this investment provides diversification for a holder’s portfolio.  
Godlewsk et al. (2013) concede that sukuk bonds have the benefit of fewer risks and more 
diversification. Another benefit is that a sukuk offers improved transparency as investors are 
aware of exactly what assets they have invested in (Godlewsk et al., 2013). 
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4.3.2 South African tax implications for Islamic government bonds 
Prior to the introduction of tax legislation, the tax implications for a sukuk arrangement were 
very complex as the property in question was sold twice and this triggered both CGT and 
transfer duties, and both the SPV and the sukuk bondholders were taxed on the rental income 
(Dar & Moghul, 2009). This placed most parties involved in a disadvantageous tax position, 
and therefore section 24JA of The Act was introduced. Bloomberg (2018) reports that South 
Africa issued $500 million in sukuk bonds in 2014, and planned to issue rand-dominated 
sukuk bonds in 2018. Hence, the tax implications are of significant importance to all parties 
involved.   
 
This study only focused on the tax implications for the client, in this case the sukuk holder.  
Section 24JA(1) of The Act defines a sukuk arrangement as an arrangement in which the 
government or a public listed entity sells an interest in a certain asset to a trust. The Act 
further states that there is a resulting agreement according to which the government or listed 
entity repurchases that interest in that asset at a specified future date from that trust, at the 
same original cost that the government or public entity paid. The company, PWC (2012), 
explains that there are four steps to a sukuk transaction. They report that initially the South 
African government sells an interest in one of their own assets that they use to a trust, the 
public purchases interests in that trust, thereafter the government pays rental for using the 
asset to the trust, which rental in turn flows to the investors, and finally, the South African 
government re-acquires that asset from the trust at the original cost price, and the bonds are 
redeemed.  
 
Section 24JA(7) of The Act provides that when a sukuk transaction is entered into, the trust is 
deemed not to have purchased the asset from the government or public listed entity, and thus 
the government or public listed entity is deemed not to have disposed of or repurchased the 
asset. Furthermore, section 24JA(7)(c) of The Act deems the distribution paid to the holders 
in respect of the use of the property to be interest, as per section 24J(1) of The Act.  Itukisa 
(2011) declares that Islamic-compliant government bonds should be aligned to conventional 
bonds for tax purposes. From the client or investor’s perspective, this would mean that the 
income earned from the trust is considered to be interest, as per section 24J of The Act, and 
must be included in the client’s gross income for tax purposes. Furthermore, should the 
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bondholder be a natural person, they will qualify for a section 10(1)(i) interest exemption 
(Itukisa, 2011). 
 
The company, PWC (2012), reports that section 24JA(7) of The Act does not provide specific 
guidance to sukuk holders regarding the tax treatment for their purchase and redemption of 
the interest in the trust. The company, PWC also proposes that, in the absence of specific 
Islamic financing tax legislation, the normal tax principles should be applicable. Additionally, 
PWC (2012) further state that from a bondholder’s point of view, no tax implications should 
arise on the actual issue and redemption to the holder of an interest in the trust; the holder will 
only be taxed on the return from their investment. 
 
4.3.3 Malaysian tax implications for Islamic government bonds 
The Sukuk, as discussed above in detail, is an Islamic alternative to a traditional bond. This 
bond is favoured by Muslims as it complies with the principles of Shariah, which means that it 
is based on the actual asset itself, and thus not related to any debt or interest (Godlewsk et 
al., 2013).  
 
Worldwide the sukuk market is growing at a rapid pace of approximately 40% per year 
(Saripudin et al., 2012). The authors further state that Malaysia is at the forefront of this 
market, and holds close to 70% of the sukuk market across the globe. The Star Online (2018) 
claims that Malaysia has been and will continue to be at the forefront of issuing sukuk, due to 
the country’s banking innovations. The Malaysian government invests huge sums of money in 
sukuk; for instance, in 2017 the country issued USD 33,5 billion in sukuk (Parker, 2018)  
Parker (2018) declares that the factors that lead to Malaysia leading the sukuk market are, 
amongst others: the Malaysian banks’ strict regulations; innovation; and diversity. He reports 
that this innovation has led to the latest development of the green sukuk, issued in February 
2018, a financial instrument that funds environmental and climate friendly projects (Parker, 
2018). 
 
Sukuk bondholders should be treated in the same manner as conventional bondholders for 
tax purposes, and should not in any way be disadvantaged (Malaysian Institute of 
Accountants, 2012). The company, PWC (2012), maintains that the general tax-neutral 
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principles should apply to a sukuk transaction, thus, the profit earned by the bondholder 
should constitute deductible interest for tax purposes, and the sale and purchase asset 
transaction should be disregarded for tax. They further report that any directly attributable 
costs to the sukuk, such as the costs of issuing, or stamp duty, should be deductible or 
exempt, for tax purposes (PWC, 2012).  
 
Mohammed (2014) challenges the tax neutrality of sukuk in Malaysia, by stating that the 
Malaysian government actually places the sukuk holder in an advantageous position for tax 
purposes compared to traditional bondholders. He reports that this is due to the tax incentives 
that the country has established to invite more investment into the country (Mohammed, 
2014). Al-Zaquan and Bernardo (2018) agree that the country has introduced these incentives 
as part of the government’s plan to attract international investment to support development. 
They report that this would entail additional deductions for tax purposes, thereby attracting 
global trade (Al-Zaquan & Bernardo, 2018). 
 
4.4 Other South African Islamic financial products 
In South Africa, ijaarah and takaful products are also available. The Banking Association of 
South Africa (2014) reports that ijaarah is an Islamic alternative to motor vehicle loan finance. 
This is a lease agreement in which the parties agree to all the terms and conditions, including 
the repayment period. Takaful is an Islamic alternative to insurance, where the client pays 
money into a fund, which is in turn invested in a Shariah-compliant venture until such time 
that the client requires the funds (The Banking Association of South Africa, 2014). 
 
4.5 Other Malaysian Islamic financing products 
The Malaysian Institute of Accountants (2012) reports that Malaysia also offers Islamic 
insurance known as takaful. They suggest that this is an agreement in which the parties 
contribute to a fund and share in the risks to provide protection from agreed upon unfortunate 
events (Malaysian Institute of Accountants, 2012). The companies that offer this type of 
insurance can only invest in ventures that are Shariah-compliant, and thus they need to 
abstain from any interest-bearing ventures (Wilson, 2006). Sherif and Shaairi (2013) maintain 
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that Malaysia also has a significantly large takaful market that has played an important role in 
the Malaysian economy’s success. 
 
The tax impact of takaful is identical to traditional insurance, such that contributions made to 
the insurance company are deductible for the client and taxable for the insurance provider 
(PWC, 2012). The Commissioner of Law Revision Malaysia (2006) reports that the definition 
of insurance as per The Tax Act of Malaysia specifically includes takaful as per the Takaful 
Act, of 1984. The Malaysian Tax Act, 53 of 1967, defines premiums “in relation to insurance, 
includes contributions or instalments payable under a takaful scheme pursuant to the Takaful 
Act, 1984” (Malaysian Institute of Accountants, 2012). These provisions ensure consistency 
between takaful insurance and ordinary insurance. 
 
Ijarah is also a common mode of Islamic financing offered in Malaysia, and is a typical lease 
arrangement (Hagazy, 2011). Hagazy (2011) adds that there are traditionally two types of 
ijarah namely ijara, a simple form of a lease, and ijara wa i-iqtina which is commonly referred 
to as a hire-purchase agreement. These two types of lease have similar characteristics to 
conventional operating and financing leases (Malaysian Institute of Accountants, 2012).  
 
The company, PWC (2012), declares that these ijarah lease transactions are taxed in the 
same manner as a traditional lease, such that the lease payments made from the lessee to 
the lessor must be included in the lessor’s taxable income and is allowed as a tax deduction 
for the lessee if the general deduction requirements are met. Hagazy (2011) maintains that a 
specific leasing company is taxed on lease income at a rate of 30%, while those not in the 
leasing business include the lease income in their normal taxable income. He adds that the 
lessee is entitled to a tax deduction as per section 33(1) of the Tax Act, on condition that the 
applicable requirements are met (Hagazy, 2011). 
 
4.6 Tax Incentives in Malaysia 
Derashid and Zhang (2003) report that the Malaysian government has introduced several tax 
incentives in the Islamic financing industry. They state that these incentives, specifically in the 
manufacturing and tourism industries, are designed to promote investment (Derashid & 
Zhang, 2003). The Association of Chartered Certified Accountants (ACCA) SA Technical 
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(2011) concedes that these incentives are introduced by governments to promote certain 
sectors, and report that there are mainly two types of incentives, namely, pioneer status and 
an investment tax allowance. The former incentive is basically a 70% exemption on income 
for five years, while the latter is a 60% allowance on capital expenditure for five years (ACCA 
SA Technical, 2011).  
 
The Malaysian Institute of Accountants (2012) report that there are various tax incentives in 
the Islamic financing sector and these include, amongst others, tax exemptions for Islamic 
banks, takaful companies, sukuk issuers and investors. Islamic banks and takaful companies 
used to qualify for a 100% exemption on international transactions in foreign currencies, up 
until the year 2016 (PWC, 2012). In addition, stamp duty and issue costs on sukuk 
transactions were partially exempt from tax, while withholding tax on interest income for both 
residents and non-residents were also exempt (Malaysian Institute of Accountants, 2012). 
The Islamic Finance and Markets Review (2017) confirms that the Malaysian government has 
extended the abovementioned exemptions until the year 2020. They further report that an 
additional incentive was introduced for issue costs related to the green sukuk (The Islamic 
Financing and Markets Review 2017). As mentioned earlier, green sukuk are commodities 
related to environmental and climate projects, and these exemptions have been introduced 
recently in pursuit of the Malaysian government’s new development goals (Parker, 2018). 
 
4.7 Conclusion 
In conclusion, Islamic financing has grown significantly over the past few years, and continues 
to grow across the globe. There are many different Islamic finance products available 
globally, and in daily use by both Muslims and non-Muslims. During the last decade, South 
Africa has introduced and expanded the Islamic financing sector and typically offers the four 
most common forms of Islamic financing: mudarabah; diminishing musharaka; murabaha; and 
sukuk. The tax implications for Islamic finance were introduced in section 24JA of The Act in 
order to mirror the tax implications of traditional finance transactions.  
 
Malaysia continues to trade at the forefront in the Islamic financing industry. This is due to 
various factors, including government support, the majority of the population being Muslim, 
and the competition factor occasioned by numerous Islamic financial institutions. This chapter 
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attempted to provide details of the two modes of Islamic financing, murabaha and sukuk in 
conjunction with the associated tax implications. In addition, this chapter described the 
Malaysian tax incentives that place parties involved in such transactions in a superior tax 
position, compared to other countries, such as South Africa. 
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CHAPTER 5: CONCLUSION 
 
5.1 Introduction 
The Islamic financing industry has shown significant growth over the last few decades, and 
the market has doubled in size from 2009 to 2018 (Racounteur, 2018). This is an indication of 
the significant amount of investment in this market and an increase in the number of users in 
this financing sector. Islamic financing is an industry that shows continuous growth and it is 
expected that this growth will continue into the future. One of the reasons for the rapid growth 
is that the Islamic banking sector is not only aimed at Muslims, many non-Muslims also use 
Islamic financing products. This chapter analyses and compares the South African and 
Malaysian Islamic banking industries, as well as the tax implications of Islamic financing. 
 
5.2 The South African Islamic financing industry and associated tax implications 
Saini, Bick, and Loonat (2011) report that South Africa’s Muslim population is less than 5% of 
the total population. Although the need for Islamic financing was identified in South Africa, the 
number of users is not expected to be large, due to the limited number of Muslims in the 
population. Nevertheless, the industry developed and grew over the years. In the late 1980s, 
South Africa first officially introduced Islamic banking, with the incorporation of it’s first Islamic 
bank, Al-Baraka, (Saini et al., 2011). From this date onwards, many other fully fledged Islamic 
banks were incorporated, and thereafter the conventional banks started to offer Islamic 
banking alongside their traditional banking services. The presence of Islamic banking in 
conventional banks was vital and largely contributed to the growth and awareness of the 
Islamic banking industry. In South Africa, Islamic and conventional banks also offer their 
products and services to both Muslims and non-Muslims (Saini et al., 2011), and thus Islamic 
financing attracts a large number of users and therefore the relatively small Muslim population 
is not of major significance. 
 
The four most common forms of Islamic financing available in South Africa are mudarabah, 
diminishing musharaka, murabaha, and sukuk. All these products have been designed and 
developed according to international standards and are all Shariah-compliant. This means 
that none of these loan Islamic finance products attract interest of any sort. The absence of 
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interest is compensated by profits, less risk, and more diversity. The lowered risk and greater 
diversity attract many investors to these products, and thus the demand for these products 
has increased.  
 
This study’s findings indicate that South Africa amended the tax legislation in 2013 to cater for 
those taxpayers that utilise Islamic financing. These changes to the legislation were 
developed according to international practice. The amendments to the tax legislation have 
been developed to achieve the objective of tax neutrality between Islamic financing and 
conventional financing. This position of neutrality ensures that the Islamic financed taxpayer is 
not disadvantaged in any way. This is evidenced by a review of the South African Income Tax 
Act, where the legislation provides that any profits earned on Islamic financing transactions 
will be deemed to be interest for tax purposes. Furthermore, the tax laws also indicate that 
any purchase and re-sale resulting from an Islamic finance loan transaction will be 
disregarded for tax purposes, to avoid any additional taxes, thus placing all taxpayers on an 
equal footing, for tax considerations. 
 
Section 24JA of The Act has been specifically designed for Shariah-compliant financing. The 
general provisions for a valid Shariah-compliant transaction are first stated, and include the 
transaction complying with Shariah law, as well as these products being available in the 
public domain. Thereafter, the tax legislation as per the Act is presented by product type. This 
means that each of the four main categories of Islamic financing is defined and then the tax 
provisions are described. This design is user-friendly to taxpayers, as the taxpayer is easily 
able to assess which types of Islamic financing are applicable, as well as the associated tax 
implications. By the time of conclusion of this study, South Africa had no tax provisions for 
any other types of Islamic financing, except for the four common modes mentioned above. In 
addition, no tax incentives were available to Islamic financed taxpayers.      
   
5.3 The Malaysian Islamic financing industry and associated tax implications 
Malaysia is a Muslim-dominant society (Haseeb & Zainal Abidin, 2018), and therefore there is 
a significant need and demand for Islamic financing in the country. Although, the Malaysian 
population consists of both Muslims and non-Muslims, many of the Islamic banking customers 
are actually non-Muslims. Since the first introduction of Islamic financing in 1963, the industry 
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has experienced strong growth and continues to increase market share in the Malaysian 
economy. The growth in the Islamic financing market is globally evident. A 2015 study 
indicated that out of global Islamic banking assets worth USD598 billion, Malaysia held 
approximately 39% of these assets (Haseeb & Zainal Abidin, 2018). This study demonstrates 
and confirms the rapid growth of the Malaysian Islamic financing industry and the contribution 
that the country makes to the worldwide Islamic financing economy. Malaysia has been and 
continues to be one of the countries that lead in the Islamic financing sector. 
      
The introduction of the Islamic departments in traditional banks created a competitive 
advantage, and was an important factor in the growth of the Malaysian Islamic financing 
sector. Malaysia has been, and is likely to continue being innovative in developing new 
Islamic finance products. This innovation is another factor that lead to the growth of the 
Islamic financing industry in the country. Parker (2018) claims that this innovation is part of 
the country’s development plan for the enhancement of the economy, and includes a variety 
of new products and services that are being developed on an on-going basis. These new 
innovative products include, amongst others, Islamic credit cards, green sukuk, and virtual 
Islamic banks, as already mentioned in this study.  
 
In addition, Malaysia is the world leader in issuing Islamic sukuk bonds and the Malaysian 
government regularly and continuously issues these bonds (Saripudin et al., 2012). These 
bonds are a significant source of income for the Malaysian government and have lead to 
significant growth in this industry. Due to the significant scale and demand in Malaysia, the 
Malaysian state offers additional and more varied financial products than the four common 
types of Islamic financing. These include different types of deposit investments, referred to as 
mudarabah, and various forms of leasing, known as ijarah (Hagazy, 2011).  
 
The tax provisions associated with Islamic financing in Malaysia were developed many years 
ago with the aim of achieving tax neutrality, which is in accordance with the rest of the world. 
This ensures that taxpayers utilising Islamic loan finance are not disadvantaged in any way. 
The provisions of the Malaysian Tax Act, 53 of 1967, are general in nature, and provide basic 
rules for all the various forms of Islamic financing, and in terms of taxation, all profits are 
considered to be interest. In addition, the provisions provide that any repurchase or sale 
transactions should be ignored for tax purposes. This ensures that the Islamic financed 
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taxpayer is not placed in a disadvantageous tax position. Due to the general nature of the 
Islamic financing tax provisions, the central bank of Malaysia has issued standards governing 
each type of Islamic finance. This provides significant detail on each type of finance.   
 
Malaysia has taken a step further than most other countries, by introducing tax incentives as 
part of a government strategy to promote Islamic financing and certain industries. These tax 
incentives place the taxpayer in an advantageous tax position and entice investors when 
deciding where to invest, leading many of them to Malaysia in order to take advantage of 
these incentives. The incentives were developed and designed to increase foreign investment 
in the country and they also form part of the government’s development plan on Islamic 
financing, as discussed above. Malaysia attracts a significant amount of foreign investment in 
the Islamic financing sector (Mohd Zin et al., 2011), thus, the incentive development plan is 
functioning effectively. 
 
5.4 Comparison of South Africa and Malaysia 
Naturally, based on the facts mentioned above, the Malaysian Islamic financing industry is, as 
expected, on a much larger scale than the South African Islamic financing industry. This is 
evidenced by various factors. Firstly, Malaysia has a larger Muslim population and thus the 
demand for the products is greater. This higher demand can also be attributed to the fact that 
Islamic financing was introduced in the Malaysian economy in the 1960s, while South Africa 
introduced Islamic financing approximately 20 years later.  
 
The Islamic financing products offered by South Africa in comparison to Malaysia are very 
closely aligned, with a few differences noted. The four common types of Islamic financing, 
namely mudarabah, diminishing musharaka, murabaha, and sukuk are widely available and 
used in both countries. In comparison to South Africa, the Malaysian Islamic financing sector 
offers a much wider variety of Islamic financing products. This is in line with the development 
of the Islamic financing industries in both of these countries, where Malaysia leads in Islamic 
financing.  
 
The tax legislation of the two countries is very closely aligned, whereby the legislation of both 
countries provides the same tax treatment for taxpayers using Islamic financing or 
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conventional financing. A difference noted in the legislation between South Africa and 
Malaysia is that the Malaysian tax laws provide general principles on Islamic financing, while 
the South African tax legislation provides specific legislation for each type of Islamic financing 
available in the country. Despite this difference, the main objective of both states, is to provide 
a neutral tax position for taxpayers. 
 
Malaysia has many tax incentives available to taxpayers using Islamic loan finance products. 
They provide tax benefits to taxpayers in the Islamic financing sector. Currently, in South 
Africa there are no tax incentives of such a nature, and thus foreign investors might favour 
other countries for investment purposes. Taxpayers in Malaysia would thus rather opt for 
Islamic finance rather than conventional finance, in order to take advantage of these tax 
savings. While in South Africa, the taxpayer would be neutral on the choice between Islamic 
finance and conventional finance, as the tax implications would be the same. Further, 
investors would potentially choose an investment in Malaysia rather than South Africa, so as 
to benefit from these tax incentives. The South African government should thus possibly 
consider the introduction of tax incentives in Islamic financing to promote foreign investment 
and align itself with other countries offering tax incentives in Islamic financing. 
 
5.5 Conclusion 
This chapter concludes this research study, which provided a comparative study on Islamic 
loan financing. The findings of this study reveal that South Africa has achieved some degree 
of parity with Malaysia in terms of the modes of Islamic finance available and the associated 
tax implications of such financing. However, Malaysia is ahead of South Africa in terms of the 
significant market share it has in Islamic finance, the government’s innovation in this sector, 
and the generous tax incentives available to investors in the Islamic financing industry. None 
of those mentioned above were available in South Africa at the conclusion of this study. 
Therefore, South Africa has the opportunity to introduce tax innovation to align itself with other 
countries in the Islamic financing sphere. 
 
Areas for future research would include a study on the other forms of Islamic finance that are 
not available in South Africa, a comparative study with other countries who utilise Islamic 
finance and research on the detailed tax implications for the financial institution.  
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